Equilibrium and the Perfectly Competitive Firm 

Revenue Curves

TR  =  Price X Quantity

AR  =  TR
             Q

MR = increase in TR brought about by the sale of one more unit of output 



i.e. TR2 – TR1 = MR

	Price ($)
	Ouput
	Total Revenue
	Average Revenue
	Marginal Revenue

	20
	1
	
	
	

	20
	2
	
	
	

	20
	3
	
	
	

	20
	4
	
	
	

	20
	5
	
	
	




· P = $20 because the perfectly firm is a “price taker”. The perfectly competitive firm is one of many small businesses selling a homogenous product. Each individual firm is too small to influence the price and therefore they must accept (or take) the price that is set in the market.

· The AR curve is the price received at each level of output and is equal to the demand curve for the firm. The graph shows that the demand curve for the perfectly competitive firm is horizontal meaning that demand is perfectly elastic.

· For a perfectly competitive firm P = AR = D = MR

Profit Maximising Level of Ouput

A firm is in equilibrium when it is maximising profit.



                                                        Q1        Q2        Q3

A firm will continue to make profits as long as the extra revenue gained from the sale of the last unit (MR) is greater than the extra cost of making it (MC)

· At Q1 – MR > MC therefore the firm should increase output to gain extra profits

· At Q3 – MC > MR therefore the firm should decrease output to avoid making loses

· At Q2 – MR = MC profit is maximised (or loses minimised) and the firm is at it’s equilibrium output 


Profit and The Perfectly Competitive Firm

· The equilibrium level of output is the level of output where profit is maximised (Qmax) is where MR = MC.

· The equilibrium price (P) can be taken from the AR = MR = D curve.

· Total revenue (TR) is P x Qmax.

· The average cost of producing (Qmax) can be taken from the average cost (AC) curve.

· Total cost (TC) is AC x Qmax

· Profit is the difference between TR and TC

NB – this is an economic profit (including any opportunity costs of production).

    Rev / Costs ($)

                                                                                        MC


                                                                                                   AC

                           P                                                                                                                          AR=MR=D


                                                                                                   Qmax                                                          Output

· TC (area) =  ______________

· TR (area) =  _______________

· Profit =  _______________ (called a supernormal profit)


a) Super Normal Profit         TR > TC
Total Revenue > Total Economic Costs
This is a level of profit above the necessary level to keep a firm in the industry.  Super normal profits will attract other firms into the industry to take advantage of the situation.


b) Sub Normal Profit             TC < TR
Total Revenue < Total Economic Costs
This is a level of profit below the necessary level to keep a firm in the industry.  The firm will exit the industry.

    Rev / Costs ($)

                                                                                    MC


                                                                                                   AC

                            P                                                                                                                          AR=MR=D 
                                                                                                                                                           Output

c) Normal Profit                     TC = TR
Total Revenue = Total Economic Costs
This is a level of returns just necessary level to hold a firm in their present activity (or business) industry.

    Rev / Costs ($)

                                                                               MC


                                                                                                AC

                       P=C                                                                                                                          AR=MR=D 

                                                                                                                                                         Output

The Perfectly Competitive Firm and the Market 

Firm – one business

Market – all firms in the industry

                         Market (Industry)                                                   Firm
         Price                                                                          Rev/Costs

           ($)                                                                                   ($)                                                                      MC

                                                                              S

                                                                                                                                                                                           AC

                                                                                                                                                                                          AVC

              P1                                                                                      P1                                                                           AR=MR=D

                                                                                 D


                                                     Qe                          Quantity                                                                                            Output

· Firms must take the price that is set in the market (they are a price taker because they are one of many small firms selling a homogenous product).

Short and Long Run Equilibrium

In the short run firms can neither exit nor enter the market (industry). In the long run firms making subnormal profits are free to exit the industry and other firms may enter the industry to take advantage of supernormal profits.

In the short run, a perfectly competitive firm is able to make a supernormal profit. However, in the long run, other firms will enter the industry (to take advantage of the supernormal profits being made) which increases supply and forces the market price down.

                         Market (Industry)                                                   Firm

         Price                                                                          Rev/Costs

           ($)                                                                                   ($)                                                                      MC

                                                                              S1         S2


                                                                                                                                                                                           AC

              P1                                                                                      P1                                                                            AR1=MR1=D1

              P2                                                                                      P2                                                                            AR2=MR2=D2

                                                                                 D


                                                     Qe    Q1                   Quantity                                                     Qmax                             Output


There are now more firms in the industry, each producing less. Firms will continue to enter the industry forcing the market price down until a normal profit is made.

In the short run, perfectly competitive firms can make a subnormal profits. However, in the long run, firms will cause firms to exit the industry, which, decreases supply and forces the market price up.

                         Market (Industry)                                                   Firm

         Price                                                                          Rev/Costs

           ($)                                                                                   ($)                                                                      MC

                                                                                                                                                                                            AC


                                                                                   S 

               P1                                                                                     P1                                                                        AR1=MR1=D1

                                                                         D

                                                   Qe                                Quantity                                                                                          Output

There are now less firms in the industry, each producing more. Firms will continue to exit the industry forcing the market price up until a normal profit is made.

Long Run Equilibrium and the Perfectly Competitive Firm 
It is only when the perfectly competitive firm makes a normal profit that the firm is in its long-run equilibrium (shown below).

                         Market (Industry)                                                   Firm

         Price                                                                          Rev/Costs

           ($)                                                                                   ($)                                                                      MC

                                                                               S                                                                                                          AC

               P1                                                                                  P=C                                                                        AR1=MR1=D1
                                                                               D


                                                   Qe                                Quantity                                                Qmax                                   Output

Break-Even and Shut Down Points
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PROFITS FOR A FIRM ARE MAXIMISED AT THE LEVEL OF OUTPUT WHERE MR = MC





EQUILIBRIUM OUTPUT IS WHERE MR = MC





A firm is breaking-even when it makes a normal profit, at P1 below, where P = min AC (P where the MC curve cuts the AC curve)





A firm can make a subnormal profit in the short-run, but if the price and therefore revenue is not high enough to cover total variable costs (i.e. a price < P2) then it is best for the firm to shut down. Fixed costs have to be paid regardless of the level of output. However, if revenue is less than the variable costs of production, a further loss is made, then it is best to stop production (variable costs become zero) and the loss is minimised. The shut down point is at P2, where P = min AVC (P where the MC curve cuts the AVC curve). 
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AR = MR = D1
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The firm will not produce at these prices












